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Example 3. The facts are the same as in ex-
ample 2 except that construction of the ele-
vator was completed before June 30, 1963. 
The elevator is not considered to be section 
38 property. 

Example 4. In 1964, a taxpayer reconditions 
an elevator, which had been constructed and 
placed in service in 1962 and which had an ad-
justed basis in 1964 of $75,000. The cost of re-
conditioning amounts to an additional 
$50,000. The basis of the elevator which may 
be taken into account in computing qualified 
investment in section 38 property is $50,000, 
irrespective of whether the taxpayer con-
tracts to have it reconditioned or recondi-
tions it himself, and irrespective of whether 
the materials used in the process are new in 
use. 

(n) Amortized property. Any property 
with respect to which an election under 
167(k), 169, 184, 187, or 188 applies shall 
not be treated as section 38 property. 
In the case of any property to which 
section 169 applies, the preceding sen-
tence shall apply only to so much of 
the adjusted basis of the property as 
(after the application of section 169(f)) 
constitutes the amortizable basis for 
purposes of section 169. This paragraph 
shall not apply to property with re-
spect to which an election under sec-
tion 167(k), 184, 187, or 188 applies un-
less such property is described in sec-
tion 50. 

(o) [Reserved] 
(p) Qualified timber property. (1) Quali-

fied timber property (within the mean-
ing of section 194(c)(1)) shall be treated 
as section 38 property to the extent of 
the portion of the basis of such prop-
erty which is the amortizable basis (as 
defined in § 1.194–3(b)) acquired during 
the taxable year and taken into ac-
count under section 194 (after applying 
the limitation of section 194(b)(1)). 
Such amortizable basis shall qualify as 
section 38 property whether or not an 
election is made under section 194. 
However, any portion of such amortiz-
able basis which is attributable to 
property which otherwise qualifies as 
section 38 property shall not be treated 
as section 38 property under section 
48(a)(1)(F) and this paragraph. For ex-
ample, amortizable basis attributable 
to depreciation on equipment would 
not qualify as section 38 property 
under this paragraph if such equipment 
qualifies as section 38 property under 
sections 48(a)(1) (A) or (B). In deter-
mining the portion of amortizable basis 

which qualifies as section 38 property 
under this paragraph, the reduction in 
amortizable basis to account for depre-
ciation sustained with respect to prop-
erty used in the reforestation process 
(which otherwise qualifies as section 38 
property) shall be applied before the 
$10,000 limitation on eligible costs 
under section 194(b)(1). For example, if 
in a taxable year a taxpayer incurs 
qualifying reforestation costs resulting 
in $12,000 of amortizable basis with re-
spect to property for which an election 
is in effect, and $2,000 of these costs are 
attributable to depreciation of the tax-
payer’s equipment, such $12,000 would 
first be reduced by the $2,000 of depre-
ciation, and the $10,000 limitation 
under section 194(b)(1) would be applied 
following such reduction. 

(2) If a taxpayer makes an election to 
amortize reforestation expenditures 
under section 194, and allocates the 
$10,000 limitation among more than one 
property under § 1.194–2(b)(2), then such 
allocation shall apply for purposes of 
determining the amortizable basis that 
qualifies as section 38 property under 
paragraph (p)(1) of this section. If no 
election is made under section 194, the 
taxpayer may select the manner in 
which the $10,000 limitation is to be al-
located among the qualified timber 
properties. 

(Sec. 38(b), 76 Stat. 963; 26 U.S.C. 38; secs. 194 
(94 Stat. 1989; 26 U.S.C. 194) and 7805 (68A 
Stat. 917, 26 U.S.C. 7805) of the Internal Rev-
enue Code of 1954) 

[T.D. 6731, 29 FR 6073, May 8, 1964, as amend-
ed by T.D. 6838, 30 FR 9060, July 20, 1965; T.D. 
6958, 33 FR 9171, June 21, 1968; T.D. 6971, 33 FR 
12899, Sept. 12, 1968; T.D. 7203, 37 FR 17129, 
Aug. 25, 1972; T.D. 7229, 37 FR 28142, Dec. 21, 
1972; T.D. 7927, 48 FR 55849, Dec. 16, 1983; T.D. 
8031, 50 FR 26697, June 28, 1985; T.D. 8233, 53 
FR 39592, Oct. 11, 1988; T.D. 8474, 58 FR 25557, 
Apr. 27, 1993; 59 FR 1476, Jan. 11, 1994] 

§ 1.48–2 New section 38 property. 
(a) In general. Section 48(b) defines 

‘‘new section 38 property’’ as section 38 
property— 

(1) The construction, reconstruction, 
or erection of which is completed by 
the taxpayer after December 31, 1961, or 

(2) Which is acquired by the taxpayer 
after December 31, 1961, provided that 
the original use of such property com-
mences with the taxpayer and com-
mences after such date. 
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In the case of construction, reconstruc-
tion, or erection of such property com-
menced before January 1, 1962, and 
completed after December 31, 1961, 
there shall be taken into account as 
the basis of new section 38 property in 
determining qualified investment only 
that portion of the basis which is prop-
erly attributable to contruction, recon-
struction, or erection after December 
31, 1961. See § 1.48–1 for the definition of 
section 38 property. 

(b) Special rules for determining date of 
acquisition, original use, and basis attrib-
utable to construction, reconstruction, or 
erection. For purposes of paragraph (a) 
of this section, the principles set forth 
in paragraphs (a) (1) and (2) of § 1.167(c)– 
1 shall be applied. Thus, for example, 
the following rules are applicable: 

(1) Property is considered as con-
structed, reconstructed, or erected by 
the taxpayer if the work is done for 
him in accordance with his specifica-
tions. 

(2) The portion of the basis of prop-
erty attributable to construction, re-
construction, or erection after Decem-
ber 31, 1961, consists of all costs of con-
struction, reconstruction, or erection 
allocable to the period after December 
31, 1961, including the cost or other 
basis of materials entering into such 
work (but not including, in the case of 
reconstruction of property, the ad-
justed basis of the reconstructed prop-
erty as of the time such reconstruction 
is commenced). 

(3) It is not necessary that materials 
entering into construction, reconstruc-
tion, or erection be acquired after De-
cember 31, 1961, or that they be new in 
use. 

(4) If construction or erection by the 
taxpayer began after December 31, 1961, 
the entire cost or other basis of such 
construction or erection may be taken 
into account as the basis of new sec-
tion 38 property. 

(5) Construction, reconstruction, or 
erection by the taxpayer begins when 
physical work is started on such con-
struction, reconstruction, or erection. 

(6) Property shall be deemed to be ac-
quired when reduced to physical pos-
session, or control. 

(7) The term ‘‘original use’’ means 
the first use to which the property is 
put, whether or not such use cor-

responds to the use of such property by 
the taxpayer. For example, a recondi-
tioned or rebuilt machine acquired by 
the taxpayer will not be treated as 
being put to original use by the tax-
payer. The question of whether prop-
erty is reconditioned or rebuilt prop-
erty is a question of fact. Property will 
not be treated as reconditioned or re-
built merely because it contains some 
used parts. 
If the cost of reconstruction may prop-
erly either be capitalized and recovered 
through depreciation or charged 
against the depreciation reserve, such 
cost may be taken into account as the 
basis of new section 38 property even 
though it is charged against the depre-
ciation reserve. 

(c) Examples. This section may be il-
lustrated by the following examples: 

Example 1. If a machine with a total cost of 
$100,000 is completed after December 31, 1961, 
and the portion attributable to construction 
by the taxpayer after December 31, 1961, is 
determined by engineering estimates or by 
cost accounting records to be $30,000, the 
$30,000 amount shall be taken into account 
by the taxpayer in computing qualified in-
vestment in new section 38 property. 

Example 2. In 1965, a taxpayer reconditions 
a machine, which he constructed and placed 
in service in 1962 and which has an adjusted 
basis in 1965 of $10,000. The cost of recondi-
tioning amounts to an additional $20,000. The 
basis of the machine which shall be taken 
into account in computing qualified invest-
ment in new section 38 property for 1965 is 
$20,000, whether he contracts to have it re-
conditioned or reconditions it himself, and 
irrespective of whether the materials used 
for reconditioning are new in use. 

Example 3. In 1961, a taxpayer pays the en-
tire purchase price of $10,000 for section 38 
property to be delivered in 1962. In 1962 he 
takes possession of the property and com-
mences the original use of the asset in that 
year. The $10,000 amount shall be taken into 
account in computing qualified investment 
in new section 38 property for 1962. 

Example 4. A taxpayer, instead of recondi-
tioning his old machine, buys a ‘‘factory re-
conditioned’’ or ‘‘rebuilt’’ machine in 1962 to 
replace it. The reconditioned or rebuilt ma-
chine is not new section 38 property since 
such taxpayer is not the first user of the ma-
chine. See, however, § 1.48–3 (relating to used 
section 38 property). 

Example 5. In 1962, a taxpayer buys from X 
for $20,000 an item of section 38 property 
which has been previously used by X. The 
taxpayer in 1962 makes an expenditure on 
the property of $5,000 of the type that must 
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be capitalized. Regardless of whether the 
$5,000 is added to the basis of such property 
or is capitalized in a separate account, such 
amount shall be taken into account by the 
taxpayer in computing qualified investment 
in new section 38 property for 1962. No part of 
the $20,000 purchase price may be taken into 
account for such purpose. See, however, 
§ 1.48–3 (relating to used section 38 property). 

(d) Special rule for qualified rehabili-
tated buildings. Notwithstanding the 
rules in paragraphs (a) through (c) of 
this section, that portion of the basis 
of a qualified rehabilitated building at-
tributable to qualified rehabilitation 
expenditures is treated as new section 
38 property. See section 48(a)(1)(E) and 
(g), and § 1.48–11. 

[T.D. 6731, 29 FR 6076, May 8, 1964, as amend-
ed by T.D. 8031, 50 FR 26698, June 28, 1985] 

§ 1.48–3 Used section 38 property. 
(a) In general. (1) Section 48(c) pro-

vides that ‘‘used section 38 property’’ 
means section 38 property acquired by 
purchase after December 31, 1961, which 
is not ‘‘new section 38 property.’’ See 
§§ 1.48–1 and 1.48–2, respectively, for 
definitions of section 38 property and 
new section 38 property. In deter-
mining whether property is acquired by 
purchase, the provisions of paragraph 
(c)(1) of § 1.179–3 shall apply, except 
that (i) ‘‘1961’’ shall be substituted for 
‘‘1957’’, and (ii) the definition of ‘‘com-
ponent member’’ of a controlled group 
of corporations in paragraph (d)(4) of 
this section shall be substituted for the 
definition of such term in paragraph (e) 
of § 1.179–3. 

(2)(i) Property shall not qualify as 
used section 38 property if, after its ac-
quisition by the taxpayer, it is used by 
(a) a person who used such property be-
fore such acquisition, or (b) a person 
who bears a relationship described in 
section 179(d)(2) (A) or (B) to a person 
who used such property before such ac-
quisition. Thus, for example, if prop-
erty is used by a person and is later 
sold by him under a sale and lease-back 
arrangement, such property in the 
hands of the purchaser-lessor is not 
used section 38 property because the 
property, after its acquisition, is being 
used by the same person who used it 
before its acquisition. Similarly, where 
a lessee has been leasing property and 
subsequently purchases it (whether or 

not the lease contains an option to pur-
chase), such property is not used sec-
tion 38 property with respect to the 
purchaser because the property is being 
used by the same person who used it 
before its acquisition. In addition, if 
property owned by a lessor is sold sub-
ject to the lease, or is sold upon the 
termination of the lease, the property 
will not qualify as used section 38 prop-
erty with respect to the purchaser if, 
after the purchase, the property is used 
by a person who used the property as a 
lessee before the purchase. 

(ii) For purposes of applying subdivi-
sion (i) of this subparagraph, property 
shall not be considered as used by a 
person before its acquisition if such 
property was used only on a casual 
basis by such person. 

(iii) In determining whether a person 
bears a relationship described in sec-
tion 179(d)(2) (A) or (B) to a person who 
used property before its acquisition by 
the taxpayer, the provisions of para-
graphs (c)(1) (i) and (ii) of § 1.179–3 shall 
apply, except that the definition of 
‘‘component member’’ of a controlled 
group of corporations in paragraph 
(d)(4) of this section shall be sub-
stituted for the definition of such term 
in paragraph (e) of § 1.179–3. 

(3) The provisions of this paragraph 
may be illustrated by the following ex-
amples: 

Example 1. Corporation P acquires prop-
erties 1 and 2 in 1960 and uses them in its 
trade or business until 1962. In 1962, corpora-
tion P sells such properties to corporation Y, 
which leases back property 1 to corporation 
P and leases property 2 to corporation S, a 
wholly owned subsidiary of corporation P. 
Property 1 is not used section 38 property in 
the hands of corporation Y because, after its 
acquisition by corporation Y, it is used by a 
person (corporation P) who used it prior to 
such acquisition. Property 2 is not used sec-
tion 38 property because, after its acquisi-
tion by corporation Y, it is used by a person 
(corporation S) who is related, within the 
meaning of section 179(d)(2)(B), to a person 
(corporation P) who used it before such ac-
quisition. 

Example 2. In 1962, corporation L leases 
property from corporation M. In 1964, cor-
poration L acquires the property that it pre-
viously had been leasing. The property ac-
quired by corporation L is not used section 
38 property because such property is used 
after such acquisition by the same person 
(corporation L) who used the property before 
its acquisition (corporation L). 
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